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DISCLOSURE STATEMENT

This advice copstitutas return information subject to I.R.C. § €1032. 7This
advice contains confidantial inmformation subject to attorney-clicnt and
deliberative process privileges and 1f prepared in contemplati-n of
litigation, subject to the attorney work product privilege. Hhccirdiangly, the
Examination or Appeils recipient of this document may provide it only to thosae
porsons whose official tax administration duties with respect to this cass
require gpuch disclosure. In no event may this documsnt be provided to
Examination, Appsals, or othar parsons bayond those spacifically indicatad in
this stateamant. This advice may not bg disclesed to taxpayers o:- their
represantatives.

This advice is pot binding on Examination or Appeals and iy ncot a final
case datermination. Such advice is advisory and doss not rasolv. Service
poaition on an issue or provido the basis for closing a caze. Thae
determination of the Service in the cage is to be mada through tie exercise of
the independent judgment of tha office with jurisdiction over th.: caszae.

The issue is whether s purchése of the
business of in
constituted a purchase of the major portion of a trade¢ or
business of another person, or the major portion of a separate
unit of a trade or business of another person, for pu:poses of
I.R.C. & 41(£f) (3) (A).

. 10874




page 2

.

B |

FACTS
Most of these facts have been gleaned om the irternational
examiner's notes, the @ annual Report, and
the |GG o cr2ncum (il nemorandum) . EBlezse confirm

these facts so that we may adjust our position as reguired,
I - 1cadquartered 1o I

California, designs, manufactures and markets advancec
I I < - b:o: range o

enteraed into a Stock and Asset Purchase Agreement to icquire the

was effective <n
The pu

rchase price was which wis allocated
as follows ini‘s-annual report:!

Inventories:

Property and Equipment:
Intangible Assets:
Accruzl for Exit Costs:
Other assets/liabilities, net
Purchased R&D

Intangible assets in:luded _cf comp teted

recrnoiogy. S :11ccated to intangible assets was
attributed to workforce in plagce, supply agreement, aid customer
lists. To our knowledge, none of the purchase price vas
allocated to goodwill or going concern per se. Yet w2 would like
<o follow up on this advisory and request additicnal :information
in this regard. Please preovide znother copy of the gpirchase
agreement. Also, please provide more information witn regard to
now the acquisition was treated on the tax return. Indeed, was
information furnished by the taxpayer with regard to the
acquisition as required for cerrtain asset acquisitiors under
I.R.C. § 1060 (b)?

Per Note of s
fiscal iear, acqguired the

gusineases ¢of the

*see I, .2l Report, pg. Note
Bl rccuisition of Businesses <rom

o gm . 7 -l

o RE S I
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transaction accounted for as a purchase. The annual r:port
further provides the following:

since the fiscal M acquisition of NINNEGEGE
technolo as part of the acquisition of certain Jusinesses
wof I

has made significant efforts to advance
the development of its *capabil R

The acquisition included the following:

1l caciticies in [N N :--..cinq

R&D development and manufzcturing operations related to

F

2) [ facilities in ircluding manufa:turing
oierations for products and hign capacity
3 NI -:vcacturing facilities in [N

0 leercercor che scock o I
i, an %rcenc owned subsidiary of involved

in R&D for -technology:

5) a renewable -year supply agreement with to
provide with of its
requirements, of its

requirements, and
requirements.

of its

ISCUSSICN

Whether the acgquisition censtituted a purchase of a major
portion of a trade or business or a major portion <f & unit of a
trade or business, or whether it simply constituted a purchase of
certain assets, will affect the components of the hase zmount for
purposes of calculating the R&D credit under I.R.C. § 41.2 We do

tsee I.R.C. § 41(c).
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not, s0 far, concur with the taxpayer's position that the
acguisition was a purchase cf certain assets conly.

I.R.C. § 41(£f) (3} provides the following regardiig
adjustments for certain acguisitions:

If, after December 31, 1983, a taxpayer acquires the major
pertion of a trade or business of another perscen
(hereinafter in this paragraph referred to &as theu:
“"predecessor") or the major portion of a separat: unit of a
trade or business of a predecessor, then, for purposes of
applying this section for any taxable year ending after such
acquisition, the amount of qualified research expenses paid
or incurred by the taxpsayer during periods beror: such
acquisition shall be increazsecd by so much of suca expenses
paid or incurred by the predecessor with respect to the
‘acquired trade or business as is attributable tec the portion
of such trade or business or separate unit acqui-ed by the
taxpayer, and the gross receipts of the taxpayer for such
periocds shall be increased by so much of the gros;s receipts
of such predecessor with respect to the acquired trade or
business as 1s attributable to =uch portion.

I.R.C. § 41({£)(3)(R}y. Treas. Reg. § 1.41-9(b), regarding
adjustments for certazin acquisitions and dispositions. refers us
to Treas. Reg. § 1.52-2(b) for the respective meanings of
“ncquisition," "separate unit," and "major pertion.”

An acquisition of physical assets alone will not constitute
an acquisition of the major portion of & trade or pusiness cr the
major portion of 2 separate unit of a2 trade or business. An
acguisition must transfer a viable trade or business. Treas.
Reg. § 1.52-2(b) (1) (ii). A separate unit of a trade >r business
is a segment of a trade or business which is capable >f operating
as a self-sustaining enterprise with mineor adjustments. Treas.
Reg. § 1.52-2(b)(2}. Allocation of & portion of the joodwill of
a trade or business to a segment is strong indication that the
segment 1s a separate unit. Id.

Whether the transfer includes a major portion of a trade or
business or separate unit thereof, will depend upon & facts and
circumstances analysis. The following factors must te
considered:

1) the fair market wvalue of the assers of the portion
transferred relative to the fair market value of the

e

o
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other assets of the trade or business (or secarate
unit};

2) the proportion of goodwill allocable to the portion of
the trade or business (or separate unit):

3) the proportian of the number of employees of the trade
or business (or separate unit):

4) the proportion, allocable to the portion, of the sales
or gross receipts, net income, and budget of the trade
or business (or separate unit).

Treas. Reg. 1.52-2(b) (3).

We recommend you factually develop this issue if you have
not already done so. Note, however, that thel-memc randum is
unconvincing. In the conclusion, bases its firal opinion,
that there was neo a tranafer of a major portion of a trade or
business (or separate unit}, upcen four unsupported corclusions.

Bl :ss52rts that no goodwill was acquired in the
trangaction, but this is clearly wrong. Although the regulations
do not provide that goodwill must be included per se :nor do they
define goodwill for these purposes), we need not debate that.

The taxpayer's allocation does not preclude a finding that there
was an acquisition of goodwill rere. Goodwilll and going concern
value were in fact included in the -acquiaition. ioodwill
includes the expectation ¢f continued patronage. See Metallics
Recycling Co. v. Corporation, 7% T.C. 730 (1982);:° VG&
Corporation v. Commissioner, 68 T.C. 563 (1977). The client
lists and supply agreements provide for continued pat.ocnage.
Indeed client lists have been placed under the purview of
goodwill. Further, going concern value was acquired .n the
purchase of a workforce in place and other intangiblei. (Going
concern is also deemed to fall within the umbrella of Qoodwill.)

The [l memorandum concludes that the assets pur:hased did
not constitute a viable business. This assertion 1s insupported.
We simply need more infermation on this issue, howeve:, it is
conceivable that four of the five items that we listed in the

The [l nemorandum cites to Metallics Recycling Co. and
attempts to distinguish it from the instant matter., bit provides
no basis for the distinction.
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purchase could constitute major portions of a2 trade o: business
{(or separate unit). Or, it is possible that th=2 item: together
do this.

For instance, most ¢f the assets and workferce i1 place of
the _were acqguired. Goodwill was acguire«d. We do
not have sufrficient information to determine whether .ny of these
units were self-sustaining &t the time of the acguisi-ion,
However, these are the types of assets that enable z lusiness to
remain self-sustaining. The claim that portions oI tl.e
infrastructure were not included in the transaction, .f that is
indeed the case, again dces not tell? the whole story. The
assertions made need to be tested for accuracy and probed for
applicability. We recommend cbtaining information adiressing
whether any 'or ali) of the assets acquired were vizb.e, Let's
discuss what information may lead to an analysis on tiis point in
accordance with the examples at Treas. Reg. § 1.52-2(>) (2)(ii).

-asserts, again without support, that no key :mployees
were included in the transfer. First, this is not a :onclusive
facror. Further, there is no support for this pesition, The key
enployees for rthese purposes have not been identified. [Jiis
claim that significant changes were made to the opera:ions of the
acquired assets is equally unsupported. In additisn, whether
changes have been made, may not be decisive. The regi:ilations
simply provide that the separate unit be capable of orerating as
& self-sustaining operation with minor adjustments. e should
delve further in this area. W#e need to find cut if tTre
operaticns ourchased fit this definition.

The Techrical Advice Memoranda relied upon by [l are
unpersuasive cn this point. Finally, there is the major porticn
element under Treas. Reg. & 1.52-2(b)(3). The Il discussion
does not apply the elements set forth in the regulations
(presumably because the zuthor has already concluded that neither
& trade or business or 2 separate unit thereof was irvolved). We
do not believe this element should be ignored, as we cannot
conclude that a trade or business or separate unit of a trade or
business was not z subiect of the transaction. ©On tIris point, we
recommend that you ask the texpayer for the relative allocations,
or information regarding said allcoccations, &s set forth at Treas.
Reg. § 1.52-2(b) (3). If the taxpayer does not have this
information, along with information on other factcrs, how can the
zaxpayer assert that there was substantial authority for failing
to make an adjustment for the acquisirtion as requirec under the
provisions of I.R.C. § 41(f) (3)(A)7?
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CONCTUSTON

In accoruance with the above discussion, we need additional
information from you to affirmatively state whether th= |
acquisition constituted or included the acquisition of a major
portion of & trade or business (or separate unit). Also, in
accordance with the above discussion, we do not recommand that
you deem the [Jlllmemorandum to be conclusive on this issue. The
analysis therein is at points flawed and, currently, without
support.

Thank you for your attentisn to this matter. If you have
any questions regarding this memorandum, please teleplone LaVonne
Lawson at (408)817-466€8.

BAREARA M. LEONARD
District Counsel

By: 4225;522.gégz_géfzi;st142=__

LavVONNE D. LAWSON
Attorney




